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ABSTRACT

The purpose of this paper is to evaluate the fiscal effects of capital controls on outflows in
Sudan over the period 2000-2014. To determine whether capital controls liberalization
will contribute to a loss of government revenue. The paper provides a novel estimation of
the fiscal revenue of capital controls in via financial repression. The estimation is based on
the difference between the domestic and foreign cost of borrowing. Interestingly, the reve-
nue from capital controls is negative. The paper suggests that the main reason behind this
result is the high yield on government bonds due to the critical need to mobilize domestic

resources.
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1 Introduction

The year 2011 marks the onset of Sudan’s current economic crisis, which arose in
the aftermath of the secession of South Sudan. The main implication of the secession was
the loss of the critical oil revenue on which Sudan was dependent. Consequently, the ad-
verse oil shock triggered several domestic and external imbalances, increases in foreign
debt, steep currency depreciation, high inflation rates, and a growing fiscal deficit. Faced
with a new economic challenge, the Sudanese government embarked on an economic sta-
bilization program with the assistance of the International Monetary Fund (IMF) to cope
with the adverse effects of the separation. One important aspect of the policy package is
the emphasis on the removal of capital controls in Sudan.!

This situation pertains to the heated debate on capital account liberalization, be-
tween advocates who believe that restrictions lead to misallocations of resources and low-
er investment, breed corruption and constitute administrative burdens. And opponents who
argue that capital controls can be used as a short-term policy measure to avoid the disrup-
tive effects of capital flows volatility on the exchange rate and foreign reserves. However,
as noted by Massa (2014) one aspect of capital controls has not received sufficient atten-
tion in this discussion, and that is the fiscal function of controls on capital outflows.

The fiscal effect of capital controls on outflows has been addressed by economists such as
Alesina, Grilli, & Milesi-Ferretti (1993), Giovannini & De Melo (1991) and Grilli & Mi-
lesi-Ferretti (1994). They discuss two main channels through which the fiscal effect is

generated: lowering its domestic cost of borrowing and the maximization of seigniorage.?

! For more information on the capital controls in Sudan check the IMF annual report on exchange arrange-
ments and exchange restrictions. The dataset provides detailed information on the various capital restriction
measures in member countries

2 Seigniorage refers to the government’s revenue from printing money. This concept will be discussed
further in the next chapter.



Under these circumstances would it be viable for the Sudan to left the capital out-
flow restrictions and forgo the needed fiscal revenue. This question would be evaluated by
calculating the fiscal revenue from capital controls in Sudan following the methodology of
Giovannini & De Melo (1991). The underlying estimation here is based on the assumption
that capital controls on capital outflows, in conjunction with other regulations in the finan-
cial sector, creates a wedge between the domestic and external cost of borrowing. Hence,
by finding out this difference, one can recognize the fiscal relevance of capital controls on
capital outflows.

It should be noted that capital controls will refer to capital controls on outflows hereafter.



2 Revenue from Financial Repression: A theoretical overview

There is no single definition of the term “financial repression”, however, in gen-
eral, it refers to “a set of government regulations, laws, and other non-market restrictions
[which] prevent the financial intermediaries of an economy from functioning at their full
capacity” (Ito, 2009, p.430). The term was coined by McKinnon (1973) and Shaw (1973),
who, in their seminal papers, argue that financial liberalization is an integral part of eco-
nomic development. McKinnon defines economic development as the “reduction of great
dispersion in social rates of return to existent and new investment...Economic develop-
ment so defined is necessary and sufficient to generate high rates of savings and invest-
ment” (McKinnon, 1973, p.9). Shaw supports the call for financial liberalization by sug-
gesting that “the argument for liberalization in finance is that scarcity prices for savings
increase rate of saving and improve savings allocation” (1973, p. 121). Accordingly, fi-
nancial repression in the view of McKinnon and Shaw hinders the mobilization of domes-
tic savings as it entails lower rates of return on savings which impedes economic growth.

Despite the sound theoretical basis for the role of financial liberalization in eco-
nomic growth, the McKinnon-Shaw hypothesis has been criticized by various theorists
(Ito, 2009). One critique is that Mckinnon and Shaw did not account for the importance of
macroeconomic conditions of developing countries that might alter the predictions of their
hypothesis, for example, the lower capacity of governments in developing countries to
generate revenue (Fry, 1989). From a public finance point of view, financial repression
helps governments to raise funds at a cheaper cost than that which would be incurred in
the market (Ito, 2009).

Giovannini & De Melo (1991) argue that this fiscal aspect must be considered

when evaluating the costs and the benefits of financial liberalization. Quantitative and



qualitative measures which typically constitute financial repression can include interest
rate ceilings, high bank reserve requirements, credit ceilings or restrictions on directions of
credit allocation, government ownership or domination of banks (Reinhart & Sbrancia,
2011), these measures allow governments to accrue fiscal revenue. For instance, by con-
trolling interest rates, the government can create a wedge between domestic and foreign
interest rates, which in turn allows the government to reduce its borrowing costs and ac-
cumulate less domestic debt (Battilossi, 2003). Alternatively, by manipulating the reserve
requirement or liquidity ratio, monetary authorities push depository institutions to hold
part of their assets in the form of liquid assets, usually in the form of government bonds or
currency (Brock, 1989). In the case of bonds the government can borrow from commercial
banks at zero cost (Battilossi, 2003). In the case of currency, it represents a seigniorage
revenue for the government from printing money (Battilossi, 2003; Jha, 2003, p. 315).2

In this context, the effectiveness of generating government revenue depends to a
large extent on the limited possibilities of domestic capital of accessing external markets.
This makes capital controls critical in the implementation of financial repression measures
because these measures limit the flight of resources outside the national/domestic econo-
my. This is the principal reason for why most countries, which implement financial re-
pression, also impose capital controls (Grilli & Milesi-Ferretti, 1994).

Several empirical studies underline the complementary relationship between finan-
cial repression revenue and capital controls. In an influential contribution, Giovannini &

De Melo (1991) estimates government revenue from financial repression in the presence

of capital controls, finding that financial repression results in a difference between domes-

3 Battilossi (2003) notes that there is a complementary relationship between the revenue from financial re-
pression and seigniorage in the presence of capital controls. Assuming that people hold their assets either in
the form of currency or government bonds. As seigniorage usually leads to inflation, an increase in the level
of inflation will decrease the real interest rate and decrease the demand for money with regard to bonds. At
the same time, if nominal interest rates are administratively capped then the demand for money will decrease
and the demand for bonds will increase (in an underdeveloped financial sector where the government bods
dominates the market).



tic and foreign interest rates. This differential is beneficial to the government when selling
its liabilities to the banking system or the public.

Accordingly, the revenue generated from financial repression can be calculated as
the difference between the interest rate paid by the government on foreign borrowing and
the interest paid on domestic borrowing.* Giovannini & De Melo (1991) capture the
change in the foreign cost of borrowing due to the variations in the exchange rate, which
results in a revenue expressed as an annual percentage of both GDP and central govern-
ment revenue. The authors employ a panel study framework; wherein they calculate the
financial repression revenue for a sample of 24 developing countries for the period 1972-
1987. The results indicate that on average the revenue from financial repression was 1.4%
of GDP.

Within the sample studied, Giovannini & De Melo observed significant variations
since “the time-variation of exchange-rate changes account for the most time-variation of
the gains from financial repression” (Giovannini & De Melo, 1991, p.16).°
Several studies have reached similar findings. Reinhart & Sbranica (2011) focusing on
industrialized countries, find that financial repression played a central role in reducing
nominal interest rates and bringing down the public debt/GDP ratio during the Bretton-
Woods era when capital controls were widely used. Battilossi (2003), using the same
methodology proposed by Giovannini & De Melo (1991), finds that financial repression
revenue in Italy from 1965-1990 (a period in which capital controls were heavily imposed)
was on average 1.4% of GDP. Reinhart & Santos (2015) further estimated that between

1984 and 2013 in Venezuela, the revenue from financial repression was on average 1.6%

# The details on the calculation equation will be provided in chapter 4.

5 In the study the highest revenue from financial repression was recorded in Mexico and Zimbabwe at
6% of GDP, both countries during the sample period experienced significant exchange rate changes.



of GDP, with revenue tending to be higher during times of exchange controls and ceilings
on interest rates.

By contrast, the fiscal effect of capital controls has not been found to be consist-
ently positive. More recently, Aizenman & Pasricha (2013) conducted a panel study,
drawing from a sample of 22 emerging markets for the period 2000-2010. In contrast to
Giovannini & De Melo’s (1991) results, they found that the average financial repression
revenue for the sample was negative (-0.19% of GDP) and in decline for the whole sam-
ple. They propose two main explanations for this result: firstly the emerging markets sam-
pled experienced high levels of economic growth during the study period and, coupled
with lax monetary policy in advanced economies, this led to a decline in the in foreign risk
premiums; secondly, large capital inflows attributable to economic growth in these emerg-
ing markets contributed to an appreciation of the exchange rate. Using the same method-
ology, Jinjarak (2013) supports Aizenman & Pasricha (2013) findings that financial re-
pression revenue has been in decline due to a globalized trend towards financial liberaliza-

tion over the last two decades.

3 Financial repression in Sudan

According to the literature that has been explored in the previous chapter,
there is a close relationship between financial repression and the imposition of capi-
tal controls. The literature stipulates that enforcing capital controls maximizes gov-
ernment revenue from financial repression. In this section, I will present a brief de-
scription of the financial sector in Sudan and discuss in which ways it is considered

to be repressed.



A number of studies argue that the financial sector in Sudan is still under-
developed due to the heavy governmental involvement that takes the form of re-
strictive monetary policy and encumbering regulations (Elhiraika, 1998, 2004;

Kireyev, 2001). As described in the previous chapter, financial repression results in
an underdeveloped financial system; hence, an assessment of the development of the
financial sector in Sudan might give an insight into whether the sector is suppressed.

In comparison to its other comparable countries, Sudan’s financial sector is
considered to be underdeveloped. A useful indicator for evaluating the degree of de-
velopment of the financial sector is the ratio of the broad money to GDP, referred to
as the M2/GDP ratio® ; a high value of this ratio indicates an improvement in channel-
ing savings into investment and consequently, a high degree of financial intermedia-
tion and financial sector development (Elhiraika, 1998; Von Furstenberg & Fratianni,
1996). Graph 1 depicts the trend of the M2/GDP ratio for Sudan and selected coun-
tries that operate either a full or partial Islamic financial system.” On average, the
ratio did not surpass the 30% mark, compared with the averages of Pakistan (43%),
Egypt (71%) and Malaysia (98%). This signals a weak financial intermediation in

Sudan compared to its peers.

& There are different operational definitions for the broad classification of money M2, however, here | will use the
definition used by IFS as the summation of currency in circulation, demand deposits and time deposits. It is not a
perfect indicator for financial development, as it might indication of monetization rather than financial intermedia-
tion (Elhiraika, 1998). But due to data limitation it is employed here.

"The Islamization of the financial sector in Sudan started in 1982 with the opening of 5 Islamic banks, later in
1992 a full adoption of Islamic banking was imposed.



Graph 1: M2/GDP, in percent, selected countries, 1965-2014
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Graph 2 illustrates the fluctuations in the M2/GDP ratio in Sudan over the
same period. The ratio increased steadily up until the mid-1980s. Elhiraika (1998)
argues that this improvement was a result of a lax monetary policy at that time. These
policies helped in harnessing public confidence in the financial sector and as a result,
domestic credit and broad money increased. In 1985, however, the upward trend was
reversed and declined steeply until the mid-1990s. During this time, the Sudanese
economy faced several macroeconomic instabilities that manifested in unprecedented-
ly high inflation rates. Accordingly, The Central Bank of Sudan (CBoS) adopted a
highly contractionary monetary policy to curb inflation through measures like restric-
tive credit controls and high reserve requirement ratio (Elhiraika, 1998).

Another explanation for the drop in financial intermediation in the period is
the Islamization of the entire financial system in 1992. The main consequence of this
shift was the abolishment of ex ante interest rates. As an alternative profit/ loss ratios

were introduced that are compliant with Islamic modes of finance.



The introduction of the new system discouraged lenders who predicted the new sys-
tem would entail financial losses on their potential investments. In 1996 the Sudanese gov-
ernment embarked on a financial liberalization program with the assistance and guidance of
IMF. The program included several reforms, such as the improvement in bank supervision,
advancing the inter-bank market and introducing market monetary policy instruments (Kire-
yev, 2001). The policy package resulted in immediate improvements in the financial sector
and created an environment that was conducive to private deposits creation in the financial

sector. As indicated by the increase in financial intermediation.

Graph 2: M2/GDP, in percent, Sudan, 1960-2010
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The main rationale for implementing financial repression is to give the government
access to fiscal resources without the need to go through the government budget, and in
cheaper ways than receiving financing in the market. In the following section, 1 will review
two financial repression policies linked to the fiscal needs of the government. These are cred-

it policy and reserve requirement.

26



Credit policy includes any regulations regarding the credit activities of com-
mercial banks such as quantitative credit ceilings and selective directives on the allo-
cation of the credit. These measures are employed to achieve several objectives. For
example, the government can use credit policy to funnel funds to certain economic
sectors deemed strategically important. By doing so, the government can develop
these sectors without the need to allocate resources from its budget (Ito, 2009). The
CBoS actively used credit policies since the 1970s. According to Elhiraika (1998), the
credit policy in Sudan was used primarily to achieve two objectives: the stabilization
of the economy and the development of the certain economic sectors.

During the 1970s the CBoS’s credit policy was relatively relaxed. It took the
form of selective credit policies where commercial banks were forced to allocate a
minimum 10% of their total credit to development loans (Mohamed et al., 2004).
However, later in the 1980s, the credit policy was progressively more restrictive in
terms of the size and sectoral allocation of loans, as banks were directed to allocate a
higher share of their total lending to the priority sectors® in the following proportions:
30% for export sector, 25% for the industrial sector and 35% in form of development
loans (Elhiraika, 1998). In addition to that, in 1986 the CBoS introduced an overall
lending ceiling in the banking sector to curb the high inflation episode in the economy
at that time. The reason for imposing such ceiling was that the government thought
the increase in lending to the private sector to be the main reason behind the run-away
inflation rate.

The early 1990s witnessed the implementation of the National Economic Salva-
tion Program (NESP) in 1990-1993. The program aimed to achieve food self-sufficiency

with the agricultural sector being the crucial sector to meet this goal. Hence,

8 The sectors that were considered to be a priority are: agriculture, manufacturing and transportation.



the share of priority sectors from the overall credit ceiling was raised to 80% of which
40% were meant for the agricultural sector. The share of the agricultural sector in the
overall credit ceiling was further increased to amount to 50% (Mohamed, Abdullah
&Abdullah 2004).

With the advent of the comprehensive financial liberalization reform onwards,
the monetary authorities suspended the overall ceiling on credit along with the man-
datory sectoral allocation of credit. Nonetheless, the government continued its sec-
toral policy by granting the commercial banks preferential treatment in exchange for
extending credit to the priority sectors. This encompassed, for example, the priority in
purchasing government treasury bills, lower discount rate and reserve requirements
(CBoS, 2016).

Another policy that raises funds to the government is the reserve requirement.
Which is the percentage that central bank ask the banks to keep it as liquid assets, this
policy help the government to gain seigniorage revenue through artificially increasing
the demand for money.

Like the credit policy, the CBoS extensively used this policy tool with the ob-
jective to better control the liquidity in the financial sector. Graph 3 illustrates the
required reserve ratio during the period 1983-2015. Up until the early 1980s, the re-
quired reserve ratio was under 10%. However, since the beginning of the 1980s, the
ratio was gradually raised by the CBoS and hit the 20% in 1987. This policy was im-
plemented in correspondence to the inflationary pressure that had developed during
that time. The ratio was kept in the range of 18-20% till 1993 and sharply rose to 30%
in 1994. It remained on average at 24% average till 2001. The CBoS hiked the reserve

requirement again after the session on South Sudan because of the inflationary



pressures. By 2001, the CBoS brought down the ratio and was maintained in the range 14%-

15%. Yet, it was increased again after the secession in 2011.

Graph 3: Reserve requirement, in percent of total deposits (except investment depos-
its), Sudan, 1983-2002
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Elhiraika & Ismail (2000) postulate that the restrictive monetary policies had an adverse
effect on the level of credit to the private sector, in addition to the overall ceiling, the sectoriza-
tion policies forced to allocate most of the credit in the banking system to priority sectors that
bear a high level of credit risk. Graph 4 and Graph 5 presents the ratio of bank credit to bank de-
posits and the credit to private sector as a % of GDP respectively. It can be shown that both indi-
cators have exhibited significant contraction with intense credit and reserve requirement policies

1980s and early 1990s.



Graph 4: Domestic credit to private sector, in percent, of GDP, Sudan, 1970-2014
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Graph 5: Bank credit to bank deposit, in percent, Sudan, 1970-2014
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It is noteworthy to acknowledge that the repressive monetary policies are not the sole
impediment to financial development in Sudan. Kireyev (2001) notes several factors in this
regard. For example, he finds that there is a high preference in Sudan to keep money in the
form of cash, as the confidence in the financial sector is meager following the long history of

economic and political instability.



4 Estimation of financial repression revenue in Sudan

4.1 Methodology and Data

In their seminal paper titled “Government Revenue from Financial Repression”, Gio-
vannini and De Melo aimed to estimate the revenue generated by financial repression. These
researchers developed a theoretical framework which they then use to evaluate the budgetary
effects of financial repression based on an economy comprised of two actors: the government
and the consumer. Financial repression is represented in the form of a tax levied on the con-
sumers’ holdings of foreign assets; the financial repression tax lowers the net interest paid on
foreign assets below the rate paid on domestic assets, which means that there is an incentive
for consumers to hold more domestic assets (in this case government debt). If the government
can borrow domestically at a lower rate than abroad, there will be a budgetary gain. The
model is based on two critical assumptions: firstly that capital controls on outflows are ad-
ministered efficiently, and, secondly, that the foreign interest rate is higher than the domestic
interest rate. The authors derive a method to estimate revenue from financial repression,
based on the idea that financial repression enables the government to borrow at a lower rate
than the prevailing international rate. Therefore, the revenue from financial repression can be
obtained by finding the difference between foreign and domestic costs of borrowing as fol-
lows:

Interest Payments on Domestic Debt (LCU)

Iy = 1
t (Domestic Debt Outstanding;—,+Domestic Debt Outstanding,)/2 (1)



The effective USD interest rate on external debt has two components: the nominal
USD interest on external debt, and the exchange rate component.® The nominal USD interest

on external debt is defined as:

N Interest Payments (USD), +Change in Interest Arrears(USD);

g = , , (2)
(Debt Outstanding (USD)¢_41+Debt Outstanding (USD))/2

The authors included interest arrears in equation 2 because they argue that it give a
better estimation of the interest rate payments faced by countries. No rationale for dividing
interest payments by the average outstanding debt is provided. In the notable absence of an
explanation on the part of the authors, | see that this is a strategy to smooth out the changes in
debt.

Second, the exchange rate component is constructed by finding the average annual
change in the exchange rate multiplied by the nominal USD interest on external debt as fol-

lows:

Exchange rate component = i* * (percent depreciation of LCU/ USD exchange rate)(3)

The effective USD interest rate on external debt is the sum of equation 1 and 2. Finally, fi-

nancial repression revenue is given by:

Revenue from financial repression = (i, — i;) * Domestic Debt Outstanding, (4)

For this analysis, | will adapt the model to the specifics of the Sudanese economy and
the data available. Therefore, we must firstly take into account that in Sudan all financial

transactions are governed by the Islamic mode of finance which prohibits ex-ante interest

® Giovannini and De Melo (1993) specify a third component of the effective Usd interest rate on exyernal debt:
the "debt revaluation cost" which is the increse in the USD value of debt due to the apprecitaion of the USD
against other currencies that external debt is denominated in. The authors find this component to be insignifi-
cant. In this paper | exclude this component because most of the external debt of Sudan is denominated in
USD.



rates. In this context, the government has developed an array of Islamic compliant certificates
to fund its deficit. The certificates bear a specific profit/ loss margin instead of the conven-
tional interest rate. Hence, to make the estimation method applicable to the case of Sudan, |
will substitute the interest rate in the equations above with the annual profit/ loss margin on
the certificates. Despite the fact that determination of both ratios is fundamentally different,
the substitution can be justified on the basis that both represent a cost of borrowing to the
government, and they are accounted for in the government budget balance as fiscal expendi-

ture.

Additionally, while theoretically, the holder of the government certificate could incur either
loss or profit, in reality, since the inception of the government certificates in the late in 1999,
there has been no record of losses suffered by the certificates holders. Secondly, in the esti-
mation of Giovannini & Melo (1991), total domestic debt is taken into consideration. How-
ever, In the case of Sudan, data on domestic outstanding debt is only available for the gov-
ernment’s short-term domestic certificates of one-year maturity, known as the Government
Musharakah Certificates (GMCs). Therefore I will use short-term domestic and external debt
instead of the long-term debt. Thirdly, arrears on external debt will be excluded, since infor-
mation on arrears is only attainable for long-term external debt. Lastly, data required for this
estimation is sourced from Sudan Company for Financial Services (SCFS), the WDI and the
World Bank International Debt Statistics (WB- IDS). All data cover the period 2000-2014.
Complete information regarding variables construction and data sources is available in ap-

pendix 1.

4.2 Results

Table 1 presents the results of the application of my adapted version of Giovannini &

De Melo’s (1991) model for estimating the government revenue generated by financial re-



pression. The data shows that the revenue from financial repression in Sudan is negative for
the period 2000 to 2014, with an average of -8% of GDP per annum. Appendix 2 contains the
detailed estimation results. These findings indicate that the cost of domestic borrowing in
Sudan during the period analyzed is higher than the cost of foreign borrowing. This stands in
contrast with the hypotheses which may be drawn from conclusions of Giovannini & Melo’s
(1991) panel study, in which the average annual revenue for the sample is 1.4% of GDP per
annum. However, the negative financial repression revenue estimated is in line with the find-
ings of Aizenman & Pasricha (2013) who estimated that the revenue from financial repres-
sion is -0.19% of GDP.

Table 1: Financial repression revenue, in averages, Sudan, 2000-2014

Interest rate differen- | Exchange rate compo-

Financial tial nent
_ compo-
repression nent

revenue as % of

As% per |Asa%of | As% per [ Asa% of
GDP
annum GDP annum GDP

-0.8 -0.2 -0.8 0.0 0.0

Source: Based on appendix 2

Further, | decompose the annual repression revenue into two components. The interest
rate differential is the difference between equation 1 and 2, and the exchange rate component
is equal to equation 3.

The numbers clearly show that the exchange rate depreciation has a negligible weight
in determining the revenue from financial repression. This observation also contradicts the
results of Giovannini & Melo (1991), in which the majority of variation in financial repres-
sion revenue between countries stems from exchange rate changes. Once again, the case
study of Sudan supports the findings of Aizenman & Pasricha (2013), who found that the

exchange rate component was minimal compared to the interest rate differential.



4.3 Discussion

The output of the estimation presented in this chapter clearly demonstrates that finan-
cial repression is not a significant source of government revenue in Sudan. Furthermore, my
analysis suggests that the Sudanese government faces a lower cost of external borrowing
compared to the cost of domestic borrowing. Interestingly, this outcome runs against the lit-
erature that has been surveyed in chapter one, which would predict that in a country with an
inefficient tax system and suppressed financial system, the government would have an incen-
tive to employ capital controls for fiscal considerations. In the following sections, | will pre-
sent some of my explanations as to

why this is the case.

4.3.1 Data considerations

The data used to generate the estimations presented may account for the findings of
this research, which run against the conventional literature. The data relating to debt only
took into account the short-term government domestic debt. This amendment to the original
model proposed by Giovannini & De Melo (1991) could lead to a significant underestimation
of the revenue generated from financial repression, given that most of the external debt of
Sudan has a long-term maturity. Graph 6 compares the long-term and short-term external
debt stocks for Sudan in 2014. The data illustrate that the long-term external debt was almost
three times the short-term external debt in 2014. Hence, the exclusion of the interest pay-

ments on long-term external debt underestimates the interest rate differential component.



Graph 6: External debt stocks, long-term, and short-term, in billion USD, Su-
dan, 2014
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The exclusion of the arrears on debt obligations of Sudan could lead to a further un-
derestimation of revenue. According to the IMF debt sustainability analysis conducted in
2014, interest arrears represent 88% of the total external debt stock.'® However, although the
data alteration to some extent undermines the estimated financial repression revenue, it does

not resolve the question of why the estimated financial repression results were negative.

4.3.2 Exchange rate stability:

10 DSA is an analytical frame work developed jointly by the IMF and WB to assess the sustainability of external
debt (WB, 2014)



The management of the exchange rate in Sudan is a factor that might explain negative
financial repression revenue. The figures of the exchange rate component indicate that ex-
change rate depreciation was not a major factor in determining the revenue from financial
repression. The main reason for this is the low volatility in the exchange rate during the sam-
ple period; Graph 7 illustrates the change in the exchange rate of the Sudanese pound against
the USD. Before 2011, the exchange rate was relatively stable with only two distinctive
swings, the in 2006 and the second in 2010. However, after the secession of South Sudan in
2011, the SDG depreciated steeply, falling by 35% against the USD. The depreciation has
persisted after this point but at a lesser rate.

According to Giovannini & De Melo (1991) in most of the countries included in their
sample, the gain from financial repression was a result of exchange rate depreciations. Con-
versely, Aizenman & Pasricha (2013) found that most of the countries they surveyed experi-
enced an appreciation in the exchange rate due to a surge in capital inflows.

The reason for the stability of the exchange rate in Sudan for most of the period under
consideration is the exchange rate regime adopted by the monetary authority. From 1998
until 2002 the CBoS was following a de facto fixed exchange rate regime in which the SDG
was pegged to the USD (Elbadawi & Kamar, 2006; IMF, 2003). However, with the increase
in oil exports, the Sudanese economy enjoyed a period of economic prosperity. The economy
registered high economic growth in this period, and inflation rates dropped significantly.
These favorable conditions, in turn, prompted
Sudan’s graduation to a more flexible exchange rate regime. In 2004 the CBoS adopted a
managed float exchange rate regime. However, in the aftermath of the adverse oil shock and
corresponding loss of revenue following secession in 2011. CBoS devalued the SDG as a

response to this situation (as indicated by the hike in exchange rate visible in the Graph 7).



Graph 7: Change in official exchange rate, SDG/USD, year average, in percent, Su-
dan, 2000-2014
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Historically, it can be shown that the exchange rate regime choice in Sudan is influenced by
its inflation history. Exchange rate devaluation in Sudan has historically

had significant pass-through effects on domestic prices, since its independence up un-
til
1979 the SDG was pegged to the USD (Ebaidalla, 2014). In the 1980s, the peg was aban-
doned and replaced by a flexible exchange rate regime as a part of the structural adjustment
program in cooperation with the IMF.!! As a result, the SDG experienced a series of devalua-
tions that led to unprecedented inflation hikes in 1985, when the inflation exceeded 60% (Su-

liman, 2012). The monetary authorities resorted once again to managing the exchange rate in

1 In the late 1970s the Sudanese economy started to show signs of economic distress, that eventually forced
the government to turn to the IMF and WB for assistance, as a condition to credit disbursement, the Sudanese
government had to adopt a new policy package was oriented towards revitalizing the export sector (Wohlmuth
& Hansohm, 1986).



response to this crisis. In 1992, in conjunction with the second structural adjustment program
in Sudan,'? the exchange rate was allowed to float freely, However, soon after, the flexible
exchange rate regime was abolished due to the depreciation of the local currency that resulted

in hyperinflation for the first time in Sudan’s history as it is shown in graph 8.

Graph 8: Inflation, change in consumer price index (CPl), in percent, Sudan, 1970-
2014

Source: WB (2016)

Another motivation for adopting managed exchange rate regimes in Sudan is the fear
of an external debt crisis. Sudan is currently experiencing a debt crisis that dates back to the
1980s when the government defaulted on its debt repayments to the IMF for the first time
(Rahman, 1995). Since that time, the country has been accumulating external debt as a result
of its incapacity to service its debt principles and interest payments (Ahmed, 2010). The
steady increase in external debt stock is plotted in Graph 9. Most of the external debt is de-
nominated in hard currency. Therefore, a depreciation in the exchange rate will worsen the

external debt crisis in Sudan by inflating the debt burden.

12 The second wave of structural adjustment program in Sudan was not officially recommended by the IMF.
But similar to the first structural adjustment program it focused in liberalizing the exchange rate and trade
sector (Suliman, 2012)



Graph 9: External debt stock (excluding arrears), in billion USD, Sudan, 1970-2014
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4.3.3 High domestic cost of borrowing

According to my estimation output, the interest rate differential composes most of the finan-
cial repression revenue, which indicates that the main reason for the negative financial reve-
nues is the difference between the high profit-margin on GMCs and external costs of borrow-
ing. Aizenman & Pasricha (2013) argue that negative interest rate differentials in their study
on emerging markets can be attributed to several external and domestic factors. The strong
economic performance of the emerging markets in the 2000s lead to a drop in the external
cost of borrowing, and the increasing domestic demand corresponded with a lack of capital
hiked domestic interest rates. In the case of Sudan, however, | argue that the negative interest
rates differential is due to the government’s need to mobilize domestic resources.

Sudan has limited access to fiscal resources, for both domestic and external reasons,
in terms of domestic factors. It has been demonstrated in the previous chapter that the tax

system in Sudan is inefficient. Therefore, the country faces difficulties in mobilizing enough



financial resources to meet its spending needs. Regarding the external factors, Sudan has lim-
ited access to external credit. This is due to the fact that Sudan is a subject of economic sanc-
tions imposed by the USA since the 1980s, a fact which relates to the ongoing armed conflict
and questions regarding the legitimacy of the government®®, Sudan’s lack of access to exter-
nal credit is further constrained by its existing debt obligations. Sudan’s default on debt re-
payments in recents years has damaged its relationship with creditors, meaning the nation has
so far not been granted limited credits (IMF, 2014).14

In light of Sudan’s low capacity to mobilize domestic resources through taxation and its lim-
ited access to external financing, the government has been forced to explore other sources of
finance. For example, in 1999 the Ministry of Finance and National Economy introduced
GMCs with the aim of mobilizing domestic savings to finance the budget deficit. Moreover,
since 2000 GMCs have been used as an additional tool for open market operations along with

the Central Bank of Sudan Musharakah certificates (UNDP, 2006).

The government has managed to attract considerable levels of domestic savings; this
is evident through the increasing bulk of public debt that is financed domestically (IMF,
2014). Furthermore, there is a steady increase in the issuance of the GMCs. According to
Table 4, the average the size of the issuance of the GMCs grew at a rate of 95% per annum in
the period 2000- 2014. The main driver for the growth in the size of GMCs is the growing
demand for the government’s certificates due to the excessively high profit-margin that is
offered by the GMCs.

case of Sudan, finding two major factors that emerged as probable explanations:

namely, the relative stability of the currency and the high domestic cost of borrowing.

13 The complexity of these issues goes far beyond the scope of this study. See Jok (2007) and Mamdani (2009)
for more information regarding this context.

14 One of factors behind the delay in admitting Sudan into the highly indebted poor countries initiative is that
Sudan did not meet it debt obligations (IMF, 2014b)



5 Conclusions

The overall aim of this paper was to advance an understanding of the effects of capital
account liberalization through examining the fiscal effects of capital controls, taking Sudan as
a case study. To that end, the paper had two specific objectives: firstly, to identify the struc-
tural characteristics of the Sudanese economy which justify the employment of capital con-
trols for fiscal motivations, and secondly, to assess empirically whether capital controls have
a fiscal effect. In this section, I will summarize the above-mentioned objectives, as well as
my findings. | will then present my recommendations for policy and further research.

Regarding the determinants of capital controls for fiscal considerations, the literature
discusses capital controls as an endogenous variable that is determined by a number of struc-
tural characteristics. The paper examined two of these determinants, namely, the level of effi-
ciency of the tax system, and the existence of a repressed financial system.

Concerning the inefficiency of the tax system, the literature suggests that the presence
of an inefficient tax system will lead to a reliance on alternative instruments to raise fiscal
revenues. Following this argument, an examination of the tax system of Sudan was conducted
through a descriptive analysis of several tax system indicators. The analysis revealed that due
to a combination of policies and structural factors, Sudan has been largely unable to mobilize
domestic resources to fund public expenditure.

Concerning the financial sector, researchers such as Giovannini & De Melo (1991), Reinhart
& Sbranica (2011) and Batilossi (2003) have demonstrated that revenue from capital controls
is generally associated with a highly regulated financial sector. This can be explained by the
fact that through several regulations the government can restrict domestic resources from
leaving the country to a certain extent and therefore, it can benefit fiscally from those re-

sources. In order to evaluate these factors in the Sudanese context, an analysis was made



based on different sets of data, and it was concluded that the financial sector in Sudan is re-
pressed.

The second objective of the research was set to present a quantitative assessment of
fiscal effects of capital controls through the channel of financial repression. My estimation
was based on the methodology proposed in Giovannini & De Melo (1991), with some ad-
justments. The methodology was constructed to calculate the fiscal gain accrued to the gov-
ernment assuming that capital controls are applied. In this model, the revenue is equal to the
difference between the cost of borrowing abroad and domestically. My results were not con-
sistent with the majority of the literature | reviewed. While the literature review suggested
that most developing countries with suppressed financial system will gain fiscal revenue from
imposing capital controls, my results indicated that Sudan witnessed a net loss of revenue
from capital controls.

Four explanations for this result were identified. Firstly, in this research, | used a case study
methodology rather than the cross-sectional methodology employed in the other studies. I,
therefore, examined the economic factors particular to the Sudanese economy. These subtle
differences may have been overlooked in other studies drawing from larger samples. Second-
ly, the data available was limited, which necessitated an adjustment of Giovannini’s & De
Melo’s model. This adjustment might have led to an underestimation of the actual size of the
revenue. The third factor is related to exchange rate regime management in Sudan. The de
facto fixed exchange rate regime that was adopted in Sudan had led to a lack of currency
changes that helped reduce the cost of external borrowing. The decision to resort to a man-
aged exchange rate regime was motivated by a government imperative to halt inflationary
pressures in the economy and further aggravation of the external debt crisis. The fourth factor
was the high domestic cost of borrowing for the government. The government offers a very

high yield on its treasury bills. According to the estimations presented in this research, the



yield is higher than the interest rate that is paid by the government for external borrowing.
The divergence of the Sudanese case study from the results of the cross-sectional studies
calls for the examination of this question on a country-level.

The strength of the conclusions presented above may be undermined by the fact that
the analysis presented did not account for all fiscal effects. | note that Abdel, Ali, & Elbadawi
(2015) and Abdel-Rahman (1997) have found that the Sudanese government has used sei-
gniorage revenue in as a source of finance at various points in time. Furthermore, the data
utilized in the estimation. Furthermore, that the data used in the estimation is not optimal.
There is a lack of available data detailing long-term external debt, which is critical to evaluate
fully the role of capital controls in generating fiscal revenue. This means that although the
analysis in his paper has concluded that there are no significant fiscal effects of capital con-
trols in Sudan, it cannot be interpreted as a convincing case against capital controls in gen-
eral. Governments may have other incentives to apply capital controls, and this is particularly
relevant in the case of Sudan. Due to the high level of political and economic instability, there
might be a case for using capital controls to halt capital flight, which might cause disturb-
ances in the exchange rate and cause inflation.

However, resorting to capital controls is not an optimal means of accruing fiscal rev-
enue. In order to make its sources of revenue more sustainable, the Sudanese government
must improve the efficiency of its tax system, as well as create other sources of revenue
which are capable of financing government expenditures, without accruing of domestic debt

at a high interest rate.
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7 Appendixes

Appendix 1: Computations and data sources for estimation of financial repression revenue

based on (Giovannini & De Melo, 1993)

Variable

Description /data sources

(1) Total interest payments on short- term external
debt

In USD, WB-international
debt

Statistics

In USD, WB-international

(2) Short- term external debt outstanding and debt statistics
disbursed

#1 divided by (#2(t)+#2(t-
(3) Interest rate on external debt 1)/2

(4) Exchange rate

SDG/ USD, year average,
WB- Africa

development indicators

(5) Exchange rate depreciation

(HA(t)-#4(t-1)*100/#(t-1)

(6) Effective interest rate on external debt

#3(1+#5*.01)

(7) short-term domestic debt outstanding and

disbursed

In SDG, SCFS (2014)

(8) total interest payments on short-term domestics

In SDG, GMCs’ annual
profit margin,

debt SCFS (2014)
#8 divided by (#7(t)+#7(t-
(9) Effective interest rate on domestic debt 1)/2
(10) Financial repression revenue (#6-#9)*#7
(11) Interest differential component #3-#9
(12) Exchange rate components #3*#5*01




Appendix 2: Financial repression revenue estimation results

Financial repression

Interest rate differential

Exchange rate depreciation

Years
revenue component component

2000 -0.11 -0.11 0.0000
2001 -0.66 -0.66 0.0000
2002 -0.57 -0.57 0.0000
2003 -0.63 -0.63 0.0000
2004 -0.69 -0.69 -0.0001
2005 -1.08 -1.08 -0.0005
2006 -0.82 -0.82 -0.0009
2007 -0.81 -0.81 -0.0009
2008 -0.84 -0.84 0.0003
2009 -1.10 -1.10 0.0002
2010 -1.05 -1.05 0.0000
2011 -1.20 -1.20 0.0012
2012 -1.10 -1.10 0.0018
2013 -0.86 -0.86 0.0009
2014 -0.72 -0.72 0.0003




